ABSTRACT
INTRODUCTION
hoto Lighting Supply, Inc. (PLS) is a small manufacturer of tungsten and strobe studio and location photography lighting. Ora Kimle founded the company in 1958 and was its sole stockholder. In the early 1980s, Harden Andersen purchased a 50% interest in PLS's outstanding shares of common stock. Shortly after that time, Markus Wendell purchased 25% of the company's shares and in 1984 was named president of PLS. The relationship between PLS and HSC was a long continuing relationship. Through the years, HSC conducted the annual audit of PLS and prepared PLS's federal and state income tax returns. In addition, HSC provided tax advice, business and computer consulting services, and also advised PLS regarding employment benefits including an employee stock ownership plan, employee pension plan, retirement plans, and executive compensation issues.
In June 2003 PLS terminated its relationship with HSC. This was a result of a controversy involving Wendell's annual bonus.
At a special meeting of the PLS Board of Directors on July 16, 1984, the Board approved a compensation plan for Wendell consisting of a salary and a bonus. The minutes of the meeting show that the bonus was to be computed as follows:
 25% of net operating profit before income taxes  Expense of bonus to be in following year  Bonus payable after completion of annual audit
EXHIBIT 3 Harden S. Andersen
October 20, 1992
Mr. Markus Wendell Photo Lighting Supply, Inc.
Dear Markus:
Even though I intend to discuss the matter with you in a face-to-face meeting, I did want to get my thoughts put on paper to avoid any future misunderstanding.
I have spoken to Russell Johnson, and have a thorough understanding of what he told you and why. I have also discussed our situation with other outsiders and feel that I have obtained a good cross section of opinion.
Additionally, I have come across an article of which I am going to give you a copy, which covers compensation for a person operating a business of this size.
My offer to you is as follows:
A.
Your base pay for the period July 1, 1992, through June 30, 1993, be adjusted to $104,000 per year. B.
Normally bonus plans for the President of a business like Photo Lighting Supply, Inc., only cover situations where profit has been earned; therefore, I do not feel you should receive a bonus for the past fiscal year. C.
Your base pay for the current fiscal year should be $124,000 per year and your bonus should be our current bonus agreement. D.
If for any reason you would like to arrange a new bonus system, then I suggest you bring it forward to the Board of Directors for action. I recognize that there are bonus systems that allow for bonus for performance other than profit. Systems of this type are generally not as generous in good years as our current arrangement is, but nevertheless, I would consider anything that you feel is appropriate. In other words, Johnson was able to reconcile that the bonus would be an expense for accounting purposes in the current year, yet still be deducted from the subsequent year's operating profit to determine Wendell's next year's bonus.
After the 1992 bonus was paid, however, Wendell became unhappy. He wanted the bonus expensed in the current year so it would not have any effect on his next year's bonus. Wendell would get a substantial amount more in bonus if it was calculated his way. Wendell calculated that from 1986 to 1992, the difference between the two methodologies was $70,500.00 less under the way the plan was written. This became a serious disagreement.
Despite bitterness and the threat of Wendell's resignation, Andersen remained adamant that the bonus calculation would not be changed to fit Wendell's wishes. After many meetings and much correspondence, Andersen informed Wendell by letter that if Wendell wanted to arrange a new bonus system, he should bring it forward to the Board of Directors for action. Wendell never brought the matter to the Board.
Sometime in the mid 1990s, the calculation of bonus was changed so that it was no longer required to deduct the prior year's bonus when calculating the bonus for the current year. At this time Johnson was no longer the partner in charge of the PLS audit, as he was about to retire from the firm. Terry McGill, a new young partner in Hanson, Selleck & Co. CPAs, was given the PLS audit. Before Johnson retired, he found out about the change in calculating the bonus for Wendell when he conferred with the new audit crew. Upon Johnson's question to the crew if this was in accordance with the plan, he was told by the crew that they were informed by Wendell that Andersen had agreed to that interpretation of the plan. Johnson recognized that this was a departure from what Andersen had earlier insisted be done, but he did not insist that this change be placed in minutes of the PLS Board of Directors meeting because he was no longer the partner in charge of the PLS audit.
On the basis of Wendell's statement, the change was implemented in the bonus calculation in every year thereafter in which a bonus was paid. However, at PLS, only Wendell was aware of the change. Doug Robinson, PLS's inside accountant, knew only that Wendell received a bonus in some years. Robinson was given the amount of the bonus by Wendell, and Robinson prepared the bonus check and had the payment booked. All financial details of the company were released through Wendell, and Wendell never discussed any PLS employee's salary with any one in the company. Also, Wendell kept his own personnel and payroll files in his own office, separate from all other employee's files.
Until the mid 1990s, a Hanson, Selleck & Co. CPAs auditor prepared the bonus work paper for the PLS audit. When McGill was in charge of the PLS audit, the audit firm gave Robinson a copy of the prior year's bonus work paper and told him to calculate the current year's bonus like it was done on last year's work paper. The work paper was Robinson's only point of reference for the bonus. He was never shown the Board of Director's resolution regarding bonus. During the 1990s, Roger Moss was a vice president of PLS, and in the late 90s became a minority shareholder of PLS and a member of the Board of Directors. During this time he knew that a 25% bonus was paid to the president of PLS, but did not know any of the specifics of the calculation of the bonus. He also was aware of the dispute between Andersen and Wendell, but did not know the basis of the dispute.
In February, 2003, Wendell retired and resigned his position as president of PLS. Moss was appointed by the PLS Board of Directors to replace Wendell as president. During Moss' first few months as president, he had conversations with Robinson regarding how management bonuses were calculated. Shortly thereafter in a telephone conversation with Andersen regarding management bonuses, Moss suggested that bonuses be calculated as they have been in the past. That is, Moss proposed that the bonus be calculated as 25% of the year's net profit, not mentioning any deduction of the prior year's bonus. Andersen stated that was not the correct method for the calculation of bonuses, and he would be at the PLS office the next morning to investigate this matter further.
The next day, Andersen came to the PLS office and met with Robinson and Moss. After finding out that the bonus calculation had been done in a method not following the resolution of the Board of Directors, Andersen became very upset and walked out of the room.
Discussion Questions

1.
What is GAAP for the bonus paid to the PLS president?
2.
Calculate the bonus to be paid the PLS President each year following the method approved by the PLS Board of Directors.
3.
Calculate the bonus to be paid the PLS President each year following the method favored by Wendell. 4.
Is the amount of the bonus material to PLS's financial statements? 5.
Is the difference in the bonus between the two methods material to PLS's financial statements? 6.
What auditing procedures should be followed in auditing the bonus payment? 7.
Would it be significant in this case if the representation letter provided to HSC by PLS contained a representation that all salaries and bonuses are in accordance with directives of the board of directors? 8.
What are Robinson's responsibilities for the correct determination of bonus? 9.
Was there a loss suffered by any party in this case? What is the amount of the loss? Who could the injured party turn to for recovery of the loss? 10.
What sections of professional accounting and auditing standards provide the guidance to the issues presented in this case?
Teaching Notes
Case Overview
The use of cases brings realism into the classroom. Cases put principles and procedures learned from a textbook into a real business sitting, allowing students a richer learning experience. The Photo Lighting Supply, Inc. case is based on real events and provides auditing students a realistic setting to examine several auditing issues. This case requires students to consider the accounting matching principle, materiality, audit procedures for bonus payments, letters of representation, and planning and supervision.
The learning objectives for this case were derived from the AICPA Core Competency Framework (AICPA 2002). This case helps students acquire the AICPA Core Competencies of decision modeling (the ability to identify problems and potential solution approaches), risk analysis (the ability to identify risks of negative outcomes), measurement (the ability to identify what needs to be measured, the appropriate measurement basis, and how to measure it), and research (the ability to use relevant research skills to access the relevant standards and rules). This case is appropriate for an introductory auditing class used near the end of the term, or used at any time in an advanced auditing class. The requirements of the case necessitate students consult several sections of the auditing standards, accounting and auditing textbooks, and the AICPA Audit and Accounting Manual or other lists of audit programs. With the CPA Examination moving to a computerized format, candidates will be required to use electronic accounting and auditing databases. This case requires students to search the standards to prepare their solution to the case.
Suggested Answers for Discussion Questions
1.
The matching principle under GAAP requires "... efforts (expenses) be matched with accomplishment (revenue) whenever it is reasonable and practicable to do so." (Kieso, et al, 2003, p. 38) . SFAC No. 5 (FASB 2003, CON 5: Par. 86) states, "Many expenses, such as selling and administrative salaries, are recognized during the period in which cash is spent or liabilities are incurred for goods and services that are used up either simultaneously with acquisition or soon after." Clearly the President's bonus creates a liability in the year the bonus is earned and should be an expense of that year.
This should be a relatively simple issue to auditing students that have previously completed an intermediate financial accounting course, but it is important that students understand the proper accounting treatment of the bonus payment.
2.
The key issue in this question is that students correctly implement the PLS Board of Director's resolution shown in Exhibit 1. Students must deduct year one's bonus from year two's net income to determine the base for year two's bonus. The calculations are shown in Exhibit 5. The cumulative amount of the bonus over the 12 years is $664,000.
To save time for students, I make an electronic copy of Exhibit 4 available to the students so they can copy and paste the net income amounts into their solutions.
3.
Calculate the bonus to be paid the PLS President each year following the method favored by Wendell.
This calculation makes no deduction for the prior year's bonus in computing the current year's bonus. The calculations are shown in Exhibit 5. The cumulative amount of the bonus over the 12 years is $785,000. Practicing auditors also use rules of thumb developed over time in assessing an item's materiality. Robertson and Louwers (2002, p. 81) indicate that, "...anything less than 5 percent is probably not material and anything greater than 10 percent probably is material."
EXHIBIT
The bonus payments in this case are material. Every year that a bonus is paid, the amount of the bonus is greater than 10 percent of net income because bonus is calculated as 25 percent of net income. Also, using a rule of thumb of one-half to one percent of total assets or total revenue, the bonus amount is nearly always material.
5.
Is the difference in the bonus between the two methods material to PLS's financial statements?
The analysis of materiality for this question requires a more detailed analysis than in the previous question. In only two years (1999 and 2003) is the difference between the amounts of bonus calculated by the two methods greater than 5 percent of net income. However, considering that Wendell can exercise discretion because he is the only one knowledgeable of the board of directors resolution and the possibility of fraud in the actions of Wendell, the amounts of the difference in bonus are material to the financial statements of PLS.
6.
What auditing procedures should be followed in auditing the bonus payment?
In all audits, auditors must use adequate planning and supervision as required by the first standard of field work. This requires that auditors conduct an audit in accordance with GAAS, including obtaining knowledge of the entity's business and dealing with differences of opinion among firm personnel. And further, "the auditor should obtain a knowledge of matters that relate to the nature of the entity's business... and compensation methods." (AICPA 2003, §311.07)
The principle objective in auditing a bonus payment is that the payment is made in accordance with the board of director's resolution for bonus payments. Bonus payments are made to top executives, and since these executives are in a position to override controls to alter the amount of bonus, it is important that the auditor recalculate the amount of the bonus and verify that it is in accordance with the board of director's resolution. Thus, the procedures necessary to audit bonus payments are to examine the resolution of the board of directors and recalculate the amount.
The AICPA Audit and Accounting Manual (AICPA 1997, §5510 B.2.a.) states that auditors should examine officers' salaries and bonuses and determine board of directors' authorization. Also, Arens and Loebbecke (1997, p. 567) indicate that in many companies, the year-end bonuses to officers are such a major item that failure to record them would result in a material misstatement, and auditors should compare them with the amount authorized in the minutes of the board of directors.
7.
Would it be significant in this case if the representation letter provided to HSC by PLS contained a representation that all salaries and bonuses are in accordance with directives of the board of directors.
During the course of an audit, management makes many representations to an auditor. These representations take the form of responses to specific questions and through the financial statements. However, a letter of representations provides supplementary evidence, not primary evidence for the audit. The auditing standards state that, "...representations from management are part of the evidential matter the independent auditor obtains, but they are not a substitute for the application of those auditing procedures necessary to afford a reasonable basis for an opinion regarding the financial statements under audit." (AICPA 2003, §333.02) Thus, even if the auditors obtain a letter of representations directly addressing officer bonus payments, the auditors are still obligated to conduct the procedures discussed in the solution to Question 6.
8.
What are Robinson's responsibilities for the correct determination of bonus?
It might be expected that a company's chief account, Robinson for PLS in this case, would be aware of the method of bonus calculations. However, that is not always the case in real life. In the secretive environment of officer compensation at PLS, it should not be surprising that Robinson is not privy to information regarding the president's bonus payment. In obtaining an understanding of PLS's control environment, HSC should become aware that Wendell maintained complete secrecy regarding his salary and bonus payment. Thus, HSC's auditors should exercise sufficient professional skepticism to give extra attention to the bonus payment and be certain that the payment is in accordance with the board of director's wishes.
9.
Was there a loss suffered by any party in this case? What is the amount of the loss? Who could the injured party turn to for recovery of the loss?
Photo Lighting Supply, Inc. suffered a loss of $121,000 because more money was paid to Wendell in bonus than was authorized by the PLS Board of Directors. PLS could attempt to recover the amount from Wendell charging that he knew the correct amount of bonus that should be paid, but he fraudulently paid himself more in bonus than was allowed.
